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Theft Loss in Offshore Cradit Card Casas

This memorandum responds to your request for assistance
dated June 11, 2002. This memorandum should only be used in
relation to the taxpayers that invested in the investment group
set forth below and should not otherwise be cited as precedent.

ISSUES

L. whether the investors in |G

are entitled to a theft loss?

2. If the investors are entitled to a theft loss, in what
year would the investors be entitled to the loss. (We will not
address the amount of the loss for the investors as this may
differ dramatically based upon the facts of each case.)

CONCLUSION

1. While the losses by nature are theft losses under I.R.C.
§ 165(c) (3}, the deduction may not be allowable in some cases
based upon public policy grounds. The allowance of a theft loss
will depend upon the specific facts of each case.

2. As of the date of this memcrandum, the taxpayers/
investors still have a reasonable prospect of recovery of some or
all of their investment. Thus, no deduction is currently
allowable.

FACTS

During the =and =taxable years, an investment scheme
involving offshore credit cards was being promoted in several

states, including . The investment company was
(hereinatter NN nd che

(hereinafter and

LLC,

promoters were
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I (nereinatter NN NN resides in [N .

Investors were sold a limited partnership interest in which they
were to receive a -percent per month return on their
investment. Investors had the option of reinvesting the interest
earned or have it paid to a credit card accobunt the investor
opened with a bank in[||IIIGEGEGEGEGE ~c investment scheme
began in [l or M Many taxpayers/investors that invested in
the beginning did receive some return on their funds which in

turn was reinvested. Most of these payments were paid with the
investments of others, i.e., d Many of

the taxpayers/investors that got in in did no
recelive any payments.

DISCUSSION

Issue 1

Section 165(a) provides that there will be allowed as a
deduction any loss sustained during the taxable year and not
compensated for by insurance or otherwise. Section 165(c) (3)
provides for a deduction for a theft loss.

Whether a loss from theft has occurred depends upon the law
of the jurisdiction where it was sustained. Edwards v. Bromberg,

232 F.2d 107 (5% Cir. 1956); Montelione vi Commissioneri 34 T.C.

688, 692 (1960). The law in

provides that obtaining property and funds by false pretenses is
a crime. *
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Thus, under the law for
and based upon the facts set forth herein, it would appear that
there has been a misappropriation of funds or a theft of the
taxpayer/investor funds invested in B - ot
McCullough v. Commissioner, T.C. Memo. 19%0-653, where the Tax
Court found that there was no proof of a theft loss from the
taxpayers' investment in an offshore "double trust" scheme. (In
cases in states other than_ a
determination will have to be made as to whether a theft occurred
under state law in order to determine whether a loss would be
allowable.) Thus, technically the taxXpayers/investors may be
entitled to a theft loss if they can prove that they had a loss,
the amount of the loss and the year that the loss should be
deducted.

With regard to the allowance of a theft loss, we understand
that there are some divergent views on whether the taxpayers
involved in | should be allowed a loss at all. There is
some authority for not allowing a theft loss at any time to
taxpayers who may have purposefully engaged in tax avoidance
activities and/or fraudulent schemes. See Richey v.
Commissiconer, 33 T.C. 272 (1959); Lincoln v. Commissioner, T.C.
Memo. 1985-300. Accordingly, consideration should be given to
disallowing a theft loss deduction in cases where there is
evidence that the taxpayer knew the purpose of the scheme was tax
avoidance, there is evidence of unreported income, and/or the
taxpayer/facilitator invested little of his own money but duped
others into investing, thereby profiting from the facilitation of
the activity.

We are aware that there are cases currently in inventory
where taxpayers and even facilitators were scammed, were not
engaged in tax avoidance, and did not have unreported income. In
these cases, the loss could be allowable. Thus, barring specific
facts that a particular taxXpayer knew the scheme was being used
for tax avoidance, the taxpayer would be entitled to a theft loss
if they can substantiate the loss. See e.g. Berardog v.
Commissicner, T.C. Memo. 1987-433.

Iésue 2

“Section 165(e) provides that any loss arising from a theft
loss shall be treated as sustained during the taxable year in
which the taxpayer discovers such loss.! The loss from each

'Section 165(c) (2) provides for a deduction for losses
incurred in any transaction entered into for profit, though not
connected with a trade or business. Nevertheless, based upon the
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theft must exceed $100.00 and the aggregate losses for a taxable
year must exceed 10 percent of the taxpayver's adjusted gross
income. I.R.C. & 165(h) (1) and {2). The year of discovery is
based upon a "reasonable person" standard. That is, the year of
discovery is the year in which a reasonable person in similar
circumstances would have discovered the theft loss. See Cramer
v. Commissioner, 55 T.C. 1125, 1133 (1971), acqg., 1971-2 C.B. 2.

It is important to understand the distinction between
discovering the theft and discovering the loss. The statute
refers to the discovery of the loss, not the theft. Rainbow Inn,
Inc. v. Commissioner, 433 F.2d 640, €42 (3d Cir. 1970); Lapin v,
Commissioner, T.C. Memo. 1890-343, aff'd, without opinion, 956
F.2d 1167 (9% Cir. 1992). This means that the taxpayer must
show more than just the discovery of a theft. The taxpayer must
show "the discovery of a loss for which it can be ascertained
with reasonable certainty whether or not such reimbursement will
be received." Treas. Reg. § 1.165-1(d) (3); Premii v,
Commissioner, T.C. Memo. 1996-304, aff'd. 98-1 USTC q 50218 (10t"

Cir., 1998). Accordingly, a deduction for a theft loss will be
barred in a year in which a reasonable prospect of recovery
exists. Treas. Reg. § 1.165-1{(d)(3). There is no requirement

that there be an absolute certainty of no recovery.

In the present case, (Yo

facts set forth above, section 165(c) (3) would be the applicable
section.
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The taxpayer/investor must show a theft loss. A theft loss
is generally deductible in the year "sustained" and a sustained
loss must be evidenced by a closed and completed transaction.
I.R.C., § 165(a); Treas. Reg. § 1.165-1(d) (1l); Boehm v,
Commissioner, 326 U.S. 287, 291 (1245). A transaction 1s not
closed if in the year of the alleged loss, the taxpayer has a
claim for reimbursement that provides a reasonable prospect of

recovery. Ramsay Scgarlett and Company v. Commissioner, 61 T.C.
795, 808 (1974), aff'd. 521 F.2d 78 (4™ Cir. 1975).

As of the date of this memorandum, it would appear that a

i(b)(7)a

e
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This writing may contain privileged information. Any
unauthorized disclosure of this writing may have an adverse
affect on privileges, such as the attorney-client privilege. If
disclosure becomes necessary, please contact this office for our

views. If you have any questions, please contact the undersigned
at IIIIIIIiiIIII.

Senior Attorney (SBSE)

APPROVED:

Associate Area Counsel (SBSE)

Attachment:




